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This paper was prepared in 1996 by combining excerpts from “Managed Competition and California’s Health Care
Economy” by Alain Enthoven, PhD, and Sara Singer, MBA, Stanford University’s Graduate School of Business, and
“Vertical Integration and Organizational Networks in Health Care” by James Robinson, PhD, University of Califor-
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changed a great deal and the authors’ views have evolved. The Robinson-Casalino excerpts are reproduced with
their permission, and the Enthoven-Singer excerpts are reproduced with theirs; the whole paper has been repro-
duced with the permission of Health Affairs.

The health care delivery system is made up of providers—hospitals and doctors—increasingly orga-
nized into medical groups. Medical groups interact with payors, primarily health maintenance organi-
zations, that increasingly pass through both risk and prices from increasingly demanding purchasers.
This article summarizes the present and future prospects for each of these groups.

(Singer SJ [Ed]. Economists’ perspectives on health care delivery in California as of 1995. West | Med 1998; 168:360-370)

he financing system that is emerging in California, expand their practices; and

but for the notable exception of Kaiser Perma- e Most physicians lack management expertise. In
nente, is made up of delivery systems marketed by addition, physicians have traditionally been
several carriers, each of which markets many other reluctant to monitor and report publicly about
delivery systems as well. These “carrier HMOs [health their quality and to dismiss poor performers from
maintenance organizations]” come in a variety of their groups. Nonprofit delivery systems had
forms. The most effective competitors contract with weak incentives to expand because they are not
multispecialty group practices and selective indepen- motivated by profit. Even in Kaiser Permanente,
dent practice associations (IPAs) on a per capita basis. the drive for expansion came more from man-
Other carriers create a network by contracting with agement than physicians.
unrelated physicians.

The current system developed in part as a conse-
quence of provider resistance to managed care.
Providers made the transition reluctantly, only because
the carrier HMOs created the competitive market that
required them to do so. Delivery system competition did
not emerge for several reasons:

« Traditionally, physicians take home the profits in
their group practices, leaving no capital to create
organized systems and finance expansion;

¢ Medical groups are democratic, and successful
physicians have no incentive to change or

Carrier competition happened because the California
market provided a large profit opportunity. Premiums
were rapidly increasing. There was a large surplus of
hospitals and doctors due to the previous period of open-
ended cost-unconscious demand. Employers wanted the
simplicity of offering one or a few carriers while offering
employees a wide choice of providers, so the carriers
moved rapidly to sign up large networks. Purchasers
started to demand and reward value for money. Carriers
could make large profits by supplying less costly cover-
age while driving hard bargains with the providers, over
whom they had leverage because they controlled the flow

From the Stanford University Graduate School of Business, Stanford, California.

Reprint requests to Sara Singer, MBA, Graduate School of Business, Stanford University, Stanford, CA 94305. For information about the original articles in Health

Affairs, call (301) 656-7401, ext. 200.



WJM, May 1998—Vol 168, No. 5

Economists’ Perspectives on Health Care Delivery—Singer 361

ABBREVIATIONS USED IN TEXT

AHA = American Hospital Association

CalPERS = California Public Employees Retirement System

CHW = Catholic Healthcare West

FEHBP = Federal Employees Health Benefits Program

FFS = fee-for-service

HEDIS = Health Plan Employer Data and Information Set

HIPC = Health Insurance Plan of California

HMO = health maintenance organization

IPA = independent practice association

PBGH = Pacific Business Group on Health

UC = University of California

UMGA = Unified Medical Group Association (now AGPA,
American Group Practice Association)

of contracts. Faster growth generated higher profits and
market capitalizations, so the carriers rushed to expand.

From the purchaser’s point of view, carrier compe-
tition is superior to no competition. Competition
among carriers offering essentially the same provider
networks also helps to limit risk selection and to make
demand price elastic. However, carrier competition
has left some problems to be resolved. What is inter-
esting to observe is how market forces are working to
resolve them.

» If several carriers offer essentially the same
delivery systems, purchasers cannot make mean-
ingful or useful comparisons of quality of care.
Now, major purchasers such as the California
Public Employees Retirement System
(CalPERS) and Pacific Business Group on
Health (PBGH), through the California Cooper-
ative HEDIS [Health Plan Employer Data and
Information Set] Reporting Initiative, plan to
reach through the carriers and demand delivery
system-specific quality data.

» This model insulates delivery systems from mar-
ket forces in that a medical group cannot attract
more members by cutting cost and price because
the carrier controls the price to the purchaser.
However, carriers can reward the more cost-
effective groups by directing enrollment their
way. Moreover, carriers invest in joint marketing
projects with the more efficient medical groups.
Carriers can penalize high-cost groups by threat-
ening to freeze or actually freezing enrollment or
terminating contracts. State regulations in Cali-
fornia do not permit health plans to offer cash
rebates to consumers for choosing a particular
medical group.

e Carrier competition insulates consumers from
the costs of their choices: a customer pays one
premium for access to a health plan, then can
choose a high- or low-cost medical group within
that plan’s network. In employment groups that

use managed competition, employees are
rewarded with lower premiums for choosing
lower-priced health plans, and health plans can
use the above-described methods to influence
patients to choose economical medical groups.
So the reward for being a low-cost medical
group may come indirectly.

e A carrier’s reward for investing in information
systems or personnel development to improve
performance of its contracting medical groups or
in preventive services for the group’s whole pop-
ulation is attenuated because the benefits of the
improvement will be shared with other carriers
marketing those groups. However, as carriers
achieve large shares of a group’s business, they
are likely to find that such investments make
sense. In addition, they are finding that, through
investments in information systems, they may
gain the loyalty of medical groups.

Today, the carriers’ ability to pressure providers is
enhanced as the carriers consolidate through mergers.
Provider groups may not be able to afford to refuse a
large carrier’s demand for price reductions if the carrier
controls a large portion of the group’s business and as
the oversupply of providers increases. This has enabled
for-profit carriers to maintain their gross margins
which, for HMOs in California in 1993, ranged from
47% to 29.8% (California Medical Association:
“Knox-Keene Plan Expenditure Summary, FY
1993-1994”; excludes plans with enrollment below
30,000). This variation reflects large differences in
accounting for profit and administration as well as in
the services HMOs provide. Health maintenance orga-
nization retentions may be used to support quality mea-
surement and improvement, to reduce the costs of ser-
vices in the future, to invest in the health of the enrolled
population, or to finance expansion.

TABLE 1.—Proportion of Enrollees in HMOS/POS, 1995

Purchaser Enrollees % HMO/POS
Calformia s bads i 12,057,900 (a) 38.36%
CAIPERS:: ic e it 954,000 80.60%
EEHBP (est il i 495,000 55.67%
PBGH (estY bt v 5 330,000 (a) 69.00% (b)
Stanford (est)) omes Ao oa 22,000 100.00%
UE(est)s s s 250,000 90.27%
HIBG ot e etm e 97,000 94.67%
Medicare. ey 3,512,500 (c) 25.84%

Source: Hoechst Marion Roussel, HMO-PPO Digest, 1995; CalPERS; US OPM; PBGH; |C
Robinson, “Health Care Purchasing and Market Changes in California” Health Affairs
(Winter 1995); Stanford University; UC; MRMIB: HCFR: Medicare and Medicaid Statistical
Supplement (1995).

a=19%

b = Proportion of employees in HMOs range between 50% to 97% for PBGH employers
Negotiating alliance contracts with 100% HMOs.

c=1993.




362 WJM, May 1998—Vol 168, No. 5

Economists’ Perspectives on Health Care Delivery—Singer

Purchasers

Most employers fall into the following categories:

» Those who employ most or all of the interven-
tions to manage competition among competing
providers and who embrace managed care.
These employers drive down prices and experi-
ence high and rising HMO market shares. HMO
penetration among the employers receiving the
greatest reductions is substantial (Table 1).

» Those who offer a combination of fee-for-ser-
vice (FFS) health plans and HMOs, but pay all or
most of premiums. These employers give HMOs
an incentive to shadow-price the more expen-
sive, typically FFS, plans. Since the outlays of
these employers are tied to increases in FFS
rates, their costs will rise.

« Those who offer only FFS coverage and pay all
or most of the cost. They will feel the full force
of provider surplus and excess utilization.

Given potential customers with a wide choice of
plans, the ability to compare them, and a financial
incentive to seek value for money, health plans com-
peting for business have good reason to provide high-
quality care at the lowest possible rates. Some pur-
chasers in California have made progress in creating
these circumstances.

Pacific Business Group on Health

The PBGH is an employer coalition including such
influential employers as Bank of America, Safeway, and
Pacific Telesis, 17 of which participated in the 1996
health plan negotiations, representing $400 million in
premiums. The majority of PBGH employers require
employees to pay the difference in premiums or are
eliminating the subsidy of more expensive plans. Health
plans agreed to meet performance standards on quality
of care, customer service, and data provision. The
HMOs each put a total of 2% of premium at risk for all
performance standards, weighted according to each
health plan’s relative weaknesses.

Stanford University

During an annual open enrollment period, Stanford
University offers employees a choice among four
HMGOs, one with a “point-of-service option” that covers
out-of-network care after a deductible with increased
cost-sharing. Since 1992, Stanford has required employ-
ees to pay the full difference in premium for a more
expensive plan. With the success of the policy in revers-
ing premium growth, Stanford increased employer con-
tributions to share the savings with employees.

University of California

In 1993, the University of California (UC) similarly
replaced an inflationary contribution formula that paid
up to the average of the four biggest plans with a contri-
bution set at 100% of the low-priced plan serving all

campuses. An analysis of the response of UC employees
suggests that 26% of health plan enrollees will switch to
a cheaper plan when the monthly premium for their own
plan rises by $10.!

Health Insurance Plan of California

The Health Insurance Plan of California (HIPC) offers
a choice of 24 health plans to more than 5,000 small
businesses throughout the state. Before the HIPC,
employees of small firms seldom had a choice of plans.
The contribution policies of participating employers are
unknown. However, employers are required to contribute
at least 50% of the low-priced premium. In order to make
the HIPC attractive to younger, typically healthy firms,
the HIPC offers rates by age category and family size. In
addition, the HIPC adjusts payments to health plans
based on average risk profile of enrollees, using diagnos-
tic information.? This will ensure that health plans that
attract higher risk populations will be compensated for
their additional costs. The HIPC conducted a focus group
for enrollees on quality and responded by providing cer-
tain access information about health plans.

State of California

CalPERS purchases health care benefits for people
working in more than 1,000 participating public agen-
cies. The state is the largest employer with almost
640,000 covered lives, or 67% of CalPERS enrollees.
The state used to pay 100% of individual premiums up to
the average of the four largest plans in the program (90%
for dependents), a formula that denied health plans with
below-average premiums a marketplace reward for
reducing premiums, and thus was a major contributor to
inflation. In the spring of 1992, the state froze its maxi-
mum contribution to employees’ benefits at 1991-1992
levels in response to the state’s fiscal crisis. This put
employees at risk for future premium increases above the
maximum. However, due to premium reductions, 19 of
24 of the health plans’ individual premiums, including all
the HMOs, were completely paid by the state in 1995.
CalPERS relied on threats of enrollment freezes or can-
cellations of contracts to negotiate prices, explaining why
CalPERS was able to negotiate only a 1.1% decrease in
average premiums for the 1994-1995 contract period
despite its vast size. As of May 1998, the state was still
negotiating with its unions on an employment contract
likely to include a new contribution formula.

Providers

Payment reforms have driven organizational change
in health care delivery in California.

« Physicians have coalesced into integrated med-
ical groups and IPAs, each capable of bearing
capitation risk for tens to hundreds of thousands
of patients. These groups are developing complex
ownership and contractual relationships with hos-
pitals and outside specialists and constitute the
core of the emerging capitated delivery system.
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TABLE 2.—Large Integrated Medical Groups and IPAS in California, According to Nature of Ownership Relations with Hospitals, 1996
HMO patients (a) Physician mix Inpatient services (b) System relations
Majority ownership by a hospital system
Facey MediGalLGroup: ics civeivin soosnioieon 57,000 Multispecialty group Contracts UniHealth
Harriman Jones Medical Group .. ........... 50,000 Multispecialty group Integrated UniHealth
Huntington Provider Groups . . ............ 195,000 Multispecialty IPA Contracts; integrated UniHealth
San Jose:Medical: Grotp:iii o i o il 85,000 Multispecialty group Contracts UniHealth
Gould Medical Foundation .. .............. 49,000 Multispecialty group Contracts; integrated Sutter
Palo:Alto Medical Clinicis . - . oo b 59,000 Multispecialty group Contracts Sutter
Sttter:Medieal Group®- =t moi s e 42,000 Multispecialty group Integrated Sutter
Med€lincrsiiiss S e A e 70,000 Multispecialty group Integrated CHW
Scripps Clinic Medical Group .............. 72,000 Multispecialty group Integrated Scripps
Sharp Rees-Stealy Medical Group .......... 140,000 Multispecialty group Integrated Sharp
Sharp Mission Park Medical Group .......... 50,000 Multispecialty group Integrated Sharp
Sharp Community Medical Group .......... 70,000 Multispecialty IPA Integrated Sharp
Good Samaritan Medical Group ............ 62,000 Multispecialty group Integrated Health Dimensions
Partial ownership by a hospital system
Beaver Medical Group ................... 60,000 Multispecialty group Contracts UniHealth
Bay Physicians Medical Group ............ 125,000 Multispecialty IPA Contracts Alta-Bates
California Pacific Medical Group ........... 109,000 Multispecialty IPA Contracts CPMC
Hill Physicians Medical Group . ............ 225,000 Multispecialty IPA Contracts CHW
No hospital ownership
BayCareie ot 0 il o e 22,000 Primary care IPA Contracts Independent
Bristol Park Medical Group ............... 110,000 Primary care group Contracts; integrated (c) Independent
HealthCare Partners Medical Group ........ 240,000 Multispecialty group Contracts Independent
Permanente Medical Group ............. 4,617,000 Multispecialty group Contracts Independent (d)
San:MateaudPAs . -2 daiin i At 56,000 Multispecialty IPA Contracts Independent
CIGNA Medical Group (&) ............... 307,000 Multispecialty group Contracts Caremark
Friendly Hills Medical Group . ............. 110,000 Multispecialty group Integrated; contracts (f) Caremark
FHP Medical Associates (g) ............... 151,000 Multispecialty group Contracts FHP; CompreCare
Foundation Health Medical Group .......... 65,000 Primary care group Contracts Foundation Health HMO
Mullikin Medical Centers ................ 320,000 Multispecialty group Contracts; integrated (h) MedPartners
MullikinddPA: =B e 55,000 Multispecialty IPA Contracts; integrated (h) MedPartners
Pacific Physician Services (PPS) ............ 290,000 Multispecialty group Contracts; integrated (i) Independent
Source: | Robinson and L Casalino, “Vertical Integration and Organizational Networks in Health Care”, Health Affairs, Spring 1996.
a = These figures represent number of enrollees within CA in early 1995.
b = “Contracts” implies that the physician group contracts with one or more hospitals for hospital services for most of its patient enrollees. “Integrated” implies that the physician group uses one or mor
hospias fom the hspitalsystem that “owns” the physician group for most of its patient enrollees.
¢ = Some use of Coastal Community Hospital, which is 50 percent owned by Bristol Park.
d = Physicians are employed by the Permanente Medical Group, which has an exclusive contract to provide physician services to Kaiser Foundation Health Plan and Hospitals.
e = Until 1995, when the group was sold to Caremark, the physicians were employees of the CIGNA HMO. CIGNA also owned a hospital, which it sold in 1992.
f = Most Friendly Hills patients go to Friendly Hills Regional Medical Center, which is owned by Caremark.
g = Until }995, when FHP spun off its physicians into a separate entity to be owned by FHP’s CompreCare Medical Services Organization, physicians were individual employees of FHP. In 1995, FHP sold its
LOZTSZ?:I;X‘;:Z“M" patients go to Pioneer Hospital, which is owned by MedPartners.
i = Some PPS patients go to Doctors Hospital of Montclair, which is owned by PPS.

» The central role played by organized physi- dollars earmarked for hospital and ancillary ser-
cians—whether in integrated medical groups or vices as well, which enables them to purchase
IPAs—distinguishes the California model of these services in what they think is the most
managed care from managed care in other efficient way possible. Organized groups of
states, in which physicians often are employed physicians, rather than HMOs or hospitals, bear
by hospitals or contract as individuals with much of the financial risk of managed care.
HMOs. California medical groups and IPAs HMOs delegate much of the work of managing
have negotiated with HMOs to receive the part care to the physician groups and often play only
of each capitation dollar that goes for physician a relatively inactive oversight role in the man-

services and, in many cases, part or all of the agement of care.’?
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Table 2 lists some of the largest integrated medical
groups and IPAs in California.* All of the medical
groups and IPAs are aggressively seeking to bring in
more primary care physicians while virtually ceasing to
hire new specialists. Since most primary care physicians
belong to more than one IPA, competition for their loy-
alty is fierce.

In the past and in the rest of the country, providers work
in small independent practices or in groups. In California,
the question is increasingly what type of group.

Advantages of Large Medical Groups

Small independent practices cannot stand alone in Cal-
ifornia; the advantages of belonging to a large integrated
medical group or IPA are overwhelming. The immediate
reason why primary care physicians link their fate to that
of larger organizations is that contracts with health plans
are available only through these organizations. Beyond
this, however, there are four reasons why integrated med-
ical groups and IPAs have advantages over small inde-
pendent practices: economies of scale; ability to spread
the financial risk of capitation payment; reduction in the
transaction costs of negotiating, monitoring, and enforc-
ing agreements; and creation of an organizational context
for continuous process innovation.

Comparing Medical Groups With IPAs

Like integrated medical groups, well-managed IPAs
can provide scale economies through shared administra-
tive functions, spread the risk of capitation payment, and
reduce the transaction costs of negotiating with hospitals
and payers. But IPAs face structural limitations in seek-
ing to create a physician group culture and the innova-
tion in clinical dimensions of care that such a culture can
facilitate. Independent practice associations offer strong
countervailing advantages, however, at least in the short
run. They require less capital to grow, since they do not
purchase physician practices or build new clinics. They
are attractive to physicians who value professional
autonomy and who will work harder if they remain the
sole proprietors of their own small businesses than if
they become equity owners and/or employees of some
larger entity. Most major integrated medical groups now
own or manage IPAs as a means of extending their HMO
contracts over more enrollees, thereby gaining bargain-
ing leverage with health plans and as a means of gradu-
ally attracting IPA physicians and enrollees to join the
integrated groups.

Primary and Specialty Care

Under capitation, the operational question becomes
how many specialists and specialties to bring inside,
and how many to keep outside. Integrating specialists
(the “make” option) enables a culture of cooperation
and mutual education across specialties, interest

*The information in Table 2 on enrollment, ownership, and relations with
hospitals was developed through in-person interviews over a 2-year period,
checked against available information in the trade press.

among member physicians in the group’s success, and
informal and cooperative utilization management for
internal patient referral through physician compensa-
tion mechanisms that are based on overall group per-
formance rather than on charges billed by individual
clinicians.

The advantage of contracting for, rather than owning,
specialty services (the “buy” option) lies in the enhanced
range of specialists and stronger performance incen-
tives. A primary care group can achieve a broader geo-
graphic and ethnic panel of specialists and easier
realignment of compensation levels and performance
guarantees if they can terminate a contract. Cooperation
from outside specialists can be achieved by focusing on
a limited panel.

Virtually all large California integrated medical
groups and IPAs are multispecialty, albeit with a strong
primary care base. This is not surprising, given that Cal-
ifornia is in transition and that today’s organizations
have evolved from the specialist-dominated organiza-
tions of the FFS past. It remains to be seen whether pri-
mary care groups and IPAs will emerge that can achieve
the type of cooperation and collaboration with outside
specialists that multispecialty groups can achieve with
their members.

Physicians and Hospitals

The relevant focal point for discussion in California
is not the relationship between the hospital and individ-
ual clinicians, but rather the relationship between the
hospital and the medical group or IPA. Furthermore, the
discussion should shift from how the hospital can coor-
dinate professional services to how physicians can
choose to either “make or “buy” institutional services.

Some hospital systems in California are investing in
medical groups and IPAs in an attempt to develop inte-
grated delivery systems. Others are being forced to
adjust to a new role as price-taking subcontractors in the
managed care food chain. Three broad variants of med-
ical group/hospital relationships are emerging:

» Some hospital systems are acquiring both inte-
grated medical groups and IPAs as a means of
acquiring managed care expertise and of having
a primary care base (for example, Sharp,
Scripps, Sutter, UniHealth, Catholic Healthcare
West [CHW]);

» Some hospital systems are purchasing minority
ownership in medical groups and IPAs to support
long-term contractual relationships while main-
taining the performance incentives of organiza-
tional independence (for example, UniHealth’s
share in Beaver Medical Clinic, CHW’s share in
Hill Physicians Medical Group);

» Hospitals that neither own nor are owned by
medical groups perform as subcontractors to
medical groups or to HMOs, paid mostly
through subcapitation or on a negotiated per
diem basis. Medical groups often avoid hospital
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capitation under- the assumption that hospitals
perform little of the work of managing care and
thus should not share the savings generated by
physicians’ utilization management. It is unusu-
al for hospitals in California to receive capitation
payment from an HMO directly.

The potential advantages of integrated delivery systems
over systems in which medical groups and hospitals
remain autonomous and antagonistic are obvious. Cooper-
ation between physicians and hospitals can encourage effi-
cient use of services and smooth transition to postacute
care. Integration can discourage the duplication of clinical
services. Vertical integration also facilitates cooperation in
contexts in which financial incentives are misaligned. The
single bottom line of the vertically integrated delivery sys-
temn can attenuate the conflicts produced by hospital diag-
nostic-related groups and physician FFS or physician cap-
itation and hospital per diems.

Some advantages of cooperation can be achieved
through contractual means and “virtual integration.” The
independent medical group or IPA can escape paying the
maintenance costs of the excess capacity that the hospital
systems are unable or unwilling to eliminate. Independent
medical organizations can move patients efficiently
through the system even without the hospital’s coopera-
tion, through nurses hired to follow their inpatients daily
or through exclusively hospital-based medical teams.

In practice, the large California medical groups and
health delivery systems have responded to market pres-
sure from purchasers and HMOs positively by finding
ways to reduce costs while improving quality. Although
there is no routinely reported, standardized data to docu-
ment this response, the following examples suggest that
the scale and quality of this kind of cost-reducing, quali-
ty-improving activity is different from a few years ago.

Clinical Improvements

Clinical improvements will be the main source of
continued savings in the health system in the future.
Clinical effectiveness initiatives at Sutter Community
Hospitals of Sacramento produced savings of $1.9 mil-
lion in 1994, Sharp HealthCare’s Grossmont Hospital,
near San Diego, reduced the inpatient stay for hip
replacement surgery from 8 days in 1989 to 3.4 days in
1995 and cut costs by $4,500 per case.* Kaiser Southern
California reduced the average utilization of hospital
days per 1,000 for its elderly population by 30%, saving
$6.3 million per year between 1991 and 1994, which
was driven primarily by the drop in inpatient stays. In
1992, UniHealth, based in Burbank, assigned clinical
case managers to a specific diagnosis, rather than to a
unit, reducing the overall cost per case by 39%, for a
total savings of more than $277,000 over nine months
for one diagnosis in one hospital.

Appropriate Clinical Capacity

One way to reduce costs is to consolidate to eliminate
excess capacity. There are formidable barriers to closing

hospitals, particularly nonprofit hospitals. After losing
$20 million in the region, CHW’s Sacramento regional
board announced plans to close one facility with 210
beds, which is expected to yield estimated savings of
$10 million per year. The sale of the nonprofit Good
Samaritan Health System of San Jose to for-profit
Columbia—-HCA Healthcare Corporation announced in
late 1995 may predict a future trend. To make Good
Samaritan profitable, analysts expect Columbia to close
or convert two of Good Samaritan’s three hospitals into
outpatient facilities, eliminating duplicate services and
cutting staff.?

Economies of Scale

Systems can achieve economies of scale through con-
solidation of duplicative services. In 1994 Sharp restruc-
tured its seven hospitals, consolidating some functions
across the organization, eliminating 100 of 131 man-
agers, saving $7 to $8 million per year, and centralizing
others, saving another $3 million per year.

Prevention

Appropriate care provided early saves money for
systems in the long run. Friendly Hills, near Los Ange-
les, employs nurse practitioners trained in geriatric
medicine to follow closely its patients in nursing
homes, reducing by more than half, to 71 in 1994, the
transfer of patients from extended-care facilities to the
acute care hospital.

Appropriate Incentives

Systems can promote appropriate and efficient care
through physician compensation by putting physicians
at risk for the cost of care and cost of poor quality. At
HealthCare Partners, based in Los Angeles, approxi-
mately 250 mostly primary care physicians receive a
salary plus a bonus based on quality measures that can
equal up to 30% of the base salary.

Use of New Technologies

Adopting new technologies can have significant
impact on cost and quality. An on-line patient record and
a pharmaceutical interaction database enabled Sharp to
implement a successful telephone-based nurse triage
system that satisfactorily handles more than 60% of the
approximately 1,000 phone calls per month from
patients seeking medical advice, resulting in an estimat-
ed 10% reduction in office visits. In 1991, Sharp began
investing in a new information system that integrates
patient care, financial, and human resources information
across all Sharp facilities. Laboratory, pharmacy, radiol-
ogy, and transcription also share the same system.

Academic Medicine

Large cost-cutting opportunities exist in academic
medical centers. In six years, Stanford reduced its annu-
al hospital budget by $110 million and increased rev-
enue by more than $36 million through operations
improvements.
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TABLE 3.—Health System Utilization Statistics, California Vs. US
CA % Chg/Yr Since 1990 uc % Chg/Yr Since 1990
AHA (1993)
Short Stay Hospital Days/1000 ................ 561.24 (4.05%) 838.91 (2.68%)
HospitaliBeds/ 100058 et v o ol il 2,51 (2.52%) 357 1.54%
Medicare (1993) .
Short Stay Hospital Days/1000 ............... 1,656 (4.76%) 2,503 (3.50%)
AMA (1994)
Bhysicians/100,000 8 e e e i 268 0.47% 263 2.85%
Percent PrimaryiCaretd)e v /sl i i 38.11% — (b) 38.42% — (b)
Physician Graduates /1000 . .................. 331 () 9.67%) (d) 607 () (8.81%) (d)
UMGA versus US (1994)
Adjusted total hospital days/1000
Commercial
AVErage o miia B e s ot 151 (9.89%) 2774 (4.92%)
MostiEfficientia i o i i ot 109 0.94% —(b) —(b)
LeastEfficient s v v it L v A 284 (12.61%) —(b) —(b)
Seniors
AVErage oo it ame e o i 1020 (6.15%) 1682.1 0.82%
Mostilfficients e s o i 652 (9.29%) —(b) —(b)
Least Efficlent -t i sl 1601 (8.14%) —(b) —(b)
Visits per member per month
Commercial
Average et e sl L 3.78 (2.77%) 3.6 2.20%
MostEfficent Biiiiee b 0 ol e 2.06 6.69% —(b) — ()
LeastEMicienti g sl o 5. o i e 5.45 (4.78%) —(b) —(b)
Seniors
AVBrgE e s e el 8.33 (2.56%) 79 5.00%
Most Efficiente e o 00 S i 3.52 (7.27%) — () — ()
ieastEfficient: sit smamia i tie i 14.02 (1.89%) —(b) —(b)
Source: AHA, 1994 AHA Hospital Statistics; HCFR: Medicare and Medicaid Statistical Supplement (1992, 1994 and 1995); AMA, Physician Characteristics and Distrbtin in the US (199293 and 1993-94);
UMGA; and Hoechst Marion Roussel, HMO-PPO Digest, 1995.
a = Primary care includes faily practice, general practice, internal medicine, obstetrics/gynecology, and pediatrics.
b = Information not available.
¢ =1990-1994 average.
d = Percent change between 1990-1994 and 1980-1989 averages.
e = National data taken from Hoechst Marion Roussel, HMO-PPO Digest (1995). Hospital days include acute hospital days only.

Costs

The reorganization of the delivery system and the com-
bination of efforts of some medical groups, however, have
begun to make an impact. Recent data show the beginning
of a lower cost structure in California (Table 3).6

American Hospital Association and Medicare

The American Hospital Association (AHA) and
Medicare statistics reveal faster declines in resource use
in California than nationally. The number of hospital
beds and inpatient days in short-stay hospitals per 1,000
residents is lower and has declined faster in California
than the national average between 1990 and 1993.

American Medical Association

American Medical Association statistics show modest
advances in California in comparison with national trends.

The number of physicians per 100,000 population in Cali-
fornia is approximately equivalent, but has risen much
more slowly than the national average. California employs
approximately the same proportion of primary care physi-
cians as the national average (Unified Medical Group
Association, based on 27 California medical groups with
19.2 million member-months on commercial plans 2.2
million member-months on senior plans).” This is sur-
prising in view of the level of managed care penetration in
California, but may reflect a data lag. The number of
physician graduates per 1,000 per year between 1990 and
1994 is significantly smaller than the US average and has
declined more since the previous decade.

Unified Medical Group Association

Medical groups, especially the most efficient, are
using fewer resources compared with national statistics.
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TABLE 4.—California Weighted Average Health Care Premiums (1992-1996)

Percent chg in weighted avg ttl prems

Purchaser 1996 WA ttl prem/mo (a) 1996 WA ind prem/mo (a) 95-96 94-95 93-94 92-93
GalPERS ok s o $313.70 $168.63 —4.00% -1.10% 1.40% 6.10%
CalPERS (HMOonly) . .......... — (b) —(b) -5.30% -0.70% -0.40% 6.90%
FEHBP (HMOonly) .......... $291.92 $161.74 -4.47% (c) -5.81% 2.91% 6.13%
PBGH e —(b) — (b) -4.30% -9.20% —(b) —(b)
Staptord:. o0 L e $256.50 $156.75 -4.80% () -6.16% 5.21% 8.54%
UGt S iene $280.81 $151.89 2.45% () -9.96% -6.33% 1.92%
HIPG o $248.30 $116.89 -2.81% -3.65% —(b) —(b)
HIPC.(HMOonly): . oo — (b) —(b) -3.39% —(b) —(b) —(b)
Medicare= i vl $281.42 (e) $281.42 (e) —(b) —(b) —(b) 3.26%

cal Supplement (1995).

a = Benefit packages are not comparable.
b = Information not available

¢ = Weighted by 1995 enroliment.

d = Excludes catastrophic plans
e=1993.

Source: CalPERS; US OPM; PBGH; | Robinson, “Health Care Purchasing and Market Changes in CA”, Health Affairs (Winter 1995); Stanford University; UC; MRMIB; HCFR: Medicare and Medicaid Statisti-

The average adjusted total hospital days per 1,000 pop-
ulation are low and declining more rapidly.

While the overall indicators and specific examples are
encouraging, there is still a great deal of room for improve-
ment. In California, as elsewhere, there is an excess supply
of hospitals, hospital beds, and specialists. The spot market
price for the services of redundant providers has plummet-
ed. The published figures on the hospital and specialist
surplus underestimate, perhaps dramatically, the degree of
excess capacity because they use as the benchmark for
comparison the rates of hospital days and specialty refer-
rals reported in traditional staff-model HMOs. Health sys-
temn administrators predict impending layoffs of physicians
and hospital closures. The average hospital occupancy rate
in California was 52.4% of licensed beds in 1994,'° sug-
gesting that many are underutilized at least some of the
time. Excess hospitals and bed capacity lead to strategies
to fill beds and to excess costs. According to the Unified
Medical Group Association (UMGA), the most efficient
medical groups currently provide care using a total of 170
total adjusted hospital days per 1,000." Assuming a desir-
able occupancy rate of about 85%, these UMGA rates,
though perhaps unrealistic in the short run, imply that we
need 0.55 beds per 1,000, or approximately 17,109 beds in
California (based on 1993 California resident population
of 31,211,000'%). According to the AHA, California had
78,481 licensed beds in 1993,'2 more than 4-1/2 times the
requisite number.

Too many hospitals continue to do costly, complex
procedures. Hospitals could achieve less expense and
less morbidity and mortality by concentrating proce-
dures such as open heart surgery in efficient regional

*Assumes a mix of 89% commercial to 11% seniors, based on a mix of older-
than-65 and younger-than-65 resident population in California in 1993." Total
adjusted hospital days include days in acute, skilled, nursing, and psychiatric care
facilities. Days are not adjusted for demographic characteristics such as age
(other than senior and not senior) or risk mix.

centers.'*!> Instead, despite the American College of
Cardiology’s recommendation of a minimum of 200 to
300 open heart surgeries per facility per year, only 57 of
119 California hospitals in 1992 performed at least 200,
and only 28 performed more than 300.'¢ Closing depart-
ments and hospitals is proving difficult politically, espe-
cially in the nonprofit sector as local communities, local
boards, and big donors all struggle to keep them open.

Although the number of medical school graduates
has leveled off in California, as in the rest of the country,
there are still too many. Medical residents with special-
ized training have found few jobs and low pay awaiting
them, especially in California.!”!® Physician salaries
face pressure with excess supply. Managers of medical
groups in California typically estimate necessary reduc-
tions of beds and physicians of 50% or more. Too many
specialists may do too few procedures per physician and
lack proficiency, or they may do too many per capita and
provide inappropriate services.

There remain significant variations in utilization sta-
tistics of medical groups across California. The UMGA
reported that in 1994 for commercial plans among 27
medical groups in California, visits ranged from 2.06 to
5.24 visits per member per year and total adjusted hos-
pital days for those younger than 65 ranged from 109 to
197 per 1,000. For senior plans, visits ranged from 3.52
to 13.03 visits per member per year, and total adjusted
hospital days ranged from 663 to 1601 days per 1,000.
Although these groups have not been audited for quality
or adjusted for risk, these data suggest that some medical
groups are performing relatively economically while
many could improve.

Prices

The rationalization of the delivery system has result-
ed in lower costs for purchasers. This is an extensive
departure from the trends of the past 35 years. However,
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TABLE 5.—Health Care Marketplace Comparison California and US Average, 1993 and 1996

Weighted avg individual premium/mo

% of population in HMOs

Source: US OPM; and HCFR: Medicare and Medical Statistical Supplement (1994 and 1995).
a=1996.
b'=7993.
c=1995!

FEHBP (HMO only) (a) Medicare (b) FEHBP (c) Medicare (b)
Location
California v i v o e $161.74 $290.58 55.67% 25.84%
USaverage: ol aSes 0 Do sl $168.74 (d) $301.33 29.10% 6.97%
Increase from previous year
Galifornian iniiion ny o el -3.94% 3.26% 4.86% 18.11%
USaaverage: i in s b s -0.70% (d) 4.96% 2.46% 10.89%

d = Excludes California. If California were included, the weighted average individual premium for the FEHBP would have been $166.05 per month, a decrease of 1.93% from 1995.

total health expenditures in California may not be
declining because the cost of government programs and
the costs of the uninsured are still increasing. In addi-
tion, premiums may again increase.

The Large Group Market

CalPERS, the Federal Employees Health Benefits
Program (FEHBP), PBGH, Stanford, UC, and the HIPC
have all experienced declining premiums in the past
three years. The UC system experienced the largest
three-year reduction: —19.3% for 1993-1994 through
1995-1996 (Table 4).

The Small Group Market

The HIPC is a state-run pooled purchasing arrange-
ment, begun July 1, 1993, for small employers with
between 3 and 50 employees. The HIPC rates set a
benchmark for the rest of the small group market
because they are released early. Health plans that pro-
vide coverage to small groups exclusively outside the
HIPC follow the premium trends in the HIPC in order to
compete. The rate declines for the HIPC in the past sev-
eral years, therefore, have been fortunate for small
employers purchasing outside the HIPC.

National Purchasers

National health care purchasers, including the
FEHBP and Medicare, have fared better in California
than nationally (Table 5).

FEHBP. Purchaser of health coverage for 9 million
federal employees, annuitants, and dependents nationally,
the FEHBP experienced a greater decrease in 1996
weighted average premiums for community-rated plans in
California compared with the national average of FEHBP
community-rated plans. Weighted average California pre-
miums for individuals, at $161.74 per month, are already
lower than the national FEHBP average.

Medicare. Program payments have increased at a
lower rate in California than the US average.'® The num-
ber of Medicare beneficiaries in prepaid plans was also
greater and increasing faster in California than the US

average. These price declines, despite Medicare’s infla-
tionary reimbursement of HMOs at 95% of the average
adjusted per capita cost in a market area, may reflect
spillover from competition in the private sector.%2!
MediCal. Since MediCal (California’s medicaid) rates
are determined through a political process, rate fluctua-
tions cannot be attributed to changes in costs alone. In
addition, the experience of private employers and public
programs tells us nothing about the costs of uninsured
persons, the number of which continues to increase.

The Future: Relationship Among Payors and
Medical Groups

Market forces will continue to shape the relationship
among health plans and medical groups in California.
Market forces are driving out excess capacity. Hospitals
are consolidating. Physicians are leaving practice in Cal-
ifornia. One report noted at least 50 physicians left the
Sacramento region last year because of the squeeze.?? A
new equilibrium will be reached.

As delivery systems merge and grow, provider groups
will enroll so many people in a given market, it would be
difficult for a health plan not to contract with it.

Carriers will have to allow delivery systems enough
revenue to generate capital for facilities and to hire
good doctors.

If purchasers continue strategies to improve competi-
tion among health plans, carriers will need to find ways
to differentiate themselves, or margins will suffer.
Already, where benefits are standardized and carriers
contract with overlapping provider networks, the carri-
ers become virtually perfect substitutes and demand
completely elastic, making competition intense. Both
Stanford and UC have benefited from this as purchasers.
Strategic alliances with particular delivery systems that
carriers emphasize and in which they invest would be a
way for carriers to differentiate themselves.

Alternatively, medical groups could create their own
health plans to market their services directly to employ-
ers. Several medical groups have attempted this without
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great success. Sharp, Mullikin Medical Centers, Sutter,
and UniHealth all operate or own to some degree
HMO:s. However, these examples make up a small pro-
portion of the HMO business in California. UniHealth is
also the largest shareholder of Pacificare, but maintains
an arms-length relationship. In addition, the California
Medical Association has formed its own managed care
organization. :

Provider groups in California are limited in aggres-
sively marketing their own health plans by fear that other
health plans will stop marketing their provider services in
retaliation. In addition, most integrated delivery systems
see a distinct marketing role for health plans. The issue
they raise is whether that role is worth 20% or more of
premiums. On the other hand, given the record of
providers, it seems reasonable to question whether a
provider-run health plan would push medical groups
aggressively enough to reduce costs and monitor quality.
Moreover, carriers in California have large capitaliza-
tions, while provider groups have little, making it diffi-
cult for the latter to comply with solvency requirements
for HMOs and to compete effectively. Although eased
requirements for provider-run organizations under the
new Medicare regulations may change the current
dynamic, new entry has been impractical given the
resources required and because, even if the health plan
were successful, in the short run, the medical group could
suffer loss of enrollees due to health plan retaliation.

Although new delivery system—run health plans are
unlikely, California already has a mixed model with the
large presence of Kaiser Permanente: both delivery sys-
tem and carrier competition. Each model has its strengths
and limitations. Different states will evolve differently.
The important thing for Californians now is that compe-
tition among the existing mix is driving down the costs of
health care, and this trend appears likely to continue.

Relationship Among Medical Groups
and Hospitals

The nature of the organizational relations between
medical groups and hospitals is one of the central ques-
tions for the future of the health care delivery system.

The long-term determinants of organizational rela-
tionships under managed care involve economies of
scale, efficient risk bearing, reductions in transaction
costs, and the development of capabilities for innova-
tion. In the short term, however, excess hospital capacity
and medical groups’ need for external sources of capital
are exerting a strong influence on make-versus-buy
decisions at every level of the delivery system.

Capacity

Excess capacity implies that a fundamental realloca-
tion of revenues will occur to the benefit of primary care
physicians and the other delivery system elements that
face rising demand (subacute facilities, home health,
physician extenders, and so forth) and to the detriment
of hospitals and specialists. This reallocation can pro-

ceed most easily, from the point of view of primary care-
based organizations, if relationships with hospitals and
specialists are based on contracts rather than on unified
ownership. Bureaucratic hierarchies create numerous
possibilities for inertia and coalition formation that can
block significant internal change.

Capital

A countervailing pressure toward vertical integration
is exerted by the need of physician organizations for
external sources of investment capital. To the extent that
this capital is obtained from hospital systems, medical
groups will become subsumed within hospital-centered
delivery systems. There are now two principal sources
of investment capital: hospital systems and publicly
traded physician management companies such as Phy-
Cor, Caremark, and MedPartners. As facilities burdened
with excess acute care beds, hospital systems are not
attractive organizational partners under managed care.
As tax-advantaged, bond-financed multidivisional cor-
porations, however, hospital systems are major players.
Investor-owned physician management companies also
are eager to offer capital, with strings attached, to med-
ical groups. From the perspective of the medical group,
these outside investors are attractive because of their
lack of hospital beds, yet are disturbing because of their
lack of local community commitment and their strict
subordination to the equity markets.

California’s experience of the past 15 years suggests
that coordination of health care does not require vertical
integration and unified ownership but may be achieved
through contractual networks. The fair market test, for
purposes of understanding the organizational trajectory
of managed care, is not between vertically integrated
delivery systems and the fragmented cottage industry of
yesteryear but between vertically integrated systems and
virtually integrated structures in which coordination is
achieved through contract.

The relative advantages of vertical and virtual inte-
gration differ in each context.?>?*

The advantage of vertical integration and unified
ownership, compared with contractual relations and
market bargaining, lies in the potential for coordinated
adaptation to changing environmental circumstances. In
principle, vertically integrated organizations manifest a
unity of control and direction that allows them to focus
all of the energies of their subunits on the same goals
and strategies. This unity of purpose and performance is
essential under managed care and underlies the drive
toward vertically integrated delivery systems that incor-
porate primary care, specialty panels, and hospitals.

The advantages of virtual integration through con-
tractual relations, compared with vertical integration
through unified ownership, lie in the potential for
autonomous adaptation to changing environmental cir-
cumstances. Organizational independence preserves the
risks and rewards for efficient performance rather than
replacing them with salaried employment. Coordination
can be achieved through negotiated payments and per-
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formance guarantees rather than through managerial
authority. Numerous forms of contracts are observed in
the market, ranging from arm’s-length and anonymous
spot contracts to close and complex franchise, multiyear,
and “relational” contracts.

Vertically integrated systems suffer from two weak-
nesses: incentive attenuation and influence costs. Vertical
integration replaces the entrepreneurship of the owner-
managed firm with administrative hierarchies in which
managers and clinicians are paid largely by salary. Even
when supplemented by performance bonuses, salary pay-
ment mechanisms provide considerably weaker perfor-
mance incentives than does the profit incentive. Vertical
integration and unified ownership also greatly increase
“influence costs,” defined as the effects of internal strug-
gles for control over resources by the various incumbent
constituencies, both managers and nonmanagerial work-
ers. In principle, incentive attenuation and influence
costs could be controlled by introducing marketlike fea-
tures within a large firm.””?° For example, particular
products or geographic regions could be assigned to sep-
arate divisions and subjected to their own profit-and-loss
accounting. In practice, however, large firms have proved
unable to maintain this commitment to divisional inde-
pendence and thereby undermine the marketlike incen-
tives of the vertically integrated firm.

There are many possible paths to the coordination of
clinical services under managed care. At every interface,
firms confront a trade-off between the advantages of coor-
dinated adaptation through vertical integration and the
advantages of autonomous adaptation through contractual
networks. The current turbulence makes it difficult to pre-
dict eventual outcomes. At a minimum, however, there will
be considerably more contractual relationships and consid-
erably less vertical integration than predicted by some
advocates of hospital-centered delivery systems. On the
other hand, there will be considerably more cross-owner-
ship, through both minority and majority shares, than
would be predicted by those with blind faith in atomistic
competition. Market forces are creating both vertically inte-
grated firms and virtually integrated networks. In turn, the
new forms of organizations and contracts are transforming
markets and the nature of competition in health care.

*In many economic contexts, environmental change and uncertainty are too
great to permit the explicit treatment of all possible contingencies in formal
contracts. Economic agents develop long-term relationships based on bilateral
exchange, reputations, investments in nonredeployable assets, and other forms
of “credible commitment.” These informal features of the relationship support
the incomplete formal contractual agreements. For a general treatment of rela-
tional contracting, see Macneil.’ For a general treatment of credible commit-
ments, see Williamson.?®
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